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The Securities and Exchange Commission today made public an opinion of
its Chief Accountant in its Accounting Series discussing the nature of the
examination and certificate required by paragraph (4) of Rule N-17F-1 and
by paragraph (7) of Rule N-17F-2 under the Investment Company Act of 1940.
These rules require that where registered management investment companies retain custody of their portfolio investments, or place them in the custody
of a member of a national securities exchange, such investments shall be
verified at least three times each year by an independent public accountant.
The opinion, prepared by William W. Werntz, Chief Accountant, follows:
"Inquiry has been made as to the nature of the examination and certificate required by paragraph (4} of Rule N-17F-1 and paragraph (7) of
Rule N-17F-2 promulgated under the Investment Company Act of 1940.
"Rule N-17F-2 sets up certain standards to be followed by management
investment companies registered under the Investment Company Act of 1940
which maintain in their own custody their portfolio securities and similar
investments. Paragraph (7) of that rule is as follows:
"'Such securities and investments shall be verified by complete examination by an independent public accountant retained by
such registered company at least three times during the fiscal year,
at least two of which shall be chosen by such accountant without
prior notice to such company. A certificate of such accountant,
stating that he has made an examination of such securities and investments and describing the nature and extent of the examination,
shall be transmitted to the Commission promptly after each such
examination.'
"The securities and investments referred to in the quoted paragraph are
identified by paragraphs (1) and (2) of the rule as (a) securities on deposit in a vault or other depository maintained by a bank or other company
whose function and physical facilities are supervised by federal or state
authority; (b) securities which are collateralized to the extent of their
full market value; (c) securities hypothecated, pledged, or placed in escrow
for the account of such registered company; and (d) securities in transit.
The examination and certificate required by the quoted paragraph should
therefore cover all of the securities listed in paragraphs (1) and {2).
"In order to make a complete examination of the securities, it is, in
my opinion, necessary for the accountant not only to make a physical examination of the securities themselves, or in certain cases to obtain confirmation, but also to reconcile the physical count or confirmation with the book
records. Furthermore, in my opinion it is a necessary prerequisite to such a
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reconciliation that there have been made an appropriate examination of the
investment accounts ,and supporting records, including an adequate check or
analysis of the security transactions since the last examination and the
entries pertaining thereto, While the certificate filed must describe the
nature and extent of the examination made, it is not necessary that each
step taken be set out; instead, there should be included in the certificate
in general terms an appropriate description of the scope of the examination
of the accounts and the physical examination or confirmation of the securities.
"Finally, in order to meet the requirements of paragraph (7) of Rule
N-17F-2 the certificate should comply with the usual technical requirements as to dating, salutation and manual signature and, in addition to the
description of the examination made, should set forth:
"(a) the date of the physical count and verification, and the period
for which the investment accounts and transactions were examined;
"(b) a clear designation of the depository;
"(c) whether the examination was made without prior notice to the
company; and
"(d) the results of the examination.
"Rule N-17F-1 specifies the conditions under which a registered management investment company may place or maintain its securities and investments
in the custody of a company which is a member of a national securities
exchange. Paragraph (4) of that rule calls for periodic examinations of the
securities and investments so placed or maintained and for certificates as
to the verification thereof. In my opinion the requirements of such paragraph (4) involve substantially the same considerations as those of paragraph (7) of Rule N-17F-2 and the above discussion is therefore likewise
applicable to the examination and certificate required by such paragraph
(4).*'
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